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This article is dedicated to the memory of our friend and colleague, Bradley R. Braden
(May 12, 1961-December 17, 1998). Brad's dedication to quality and continuous improvement
has substantially enhanced our ability to estimate, analyze, and report national health spending.

In 1997 health spending in the United
States increased just 4.8 percent to $1.1
trillion. As a share of gross domestic prod-
uct (GDP), national health expenditures
(NHE) absorbed 13.5 percent of the coun-
try’s output in 1997—a share that has
remained relatively constant for 5 years.
Despite the relative stability in recent years,
signs of changing trends are emerging.

INTRODUCTION

Since 1964 the U.S. Department of
Health and Human Services has published
statistics presenting total health spending
during each year. The basic aim of these
statistics, termed NHE, is to “identify all
goods and services that can be character-
ized as relating to health care in the nation,
and determine the amount of money used
for the purchase of these goods and ser-
vices. ..” (Rice, Cooper, and Gibson, 1982).

In this article, we present NHE through
an accounting structure to describe histori-
cal trends in the size, growth, and distribu-
tion of health care by type of service, such
as hospital care and physician services,
matched against the sources that pay the
health care bill, such as private health insur-
ance (PHI) and government programs like
Medicare and Medicaid. This matrix pro-
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vides policymakers, researchers, and the
public with a system for understanding
movement of the aggregate health economy
and can serve as a data base from which
hypotheses about the causal factors at work
can be generated.

In the charts that follow, we present
detailed information on our Nation’s health
spending, focusing on calendar year (CY)
1997. The charts are organized into three
primary areas: an aggregate overview, the
major sources of private and public fund-
ing, and the key service areas where our
Nation’s health dollars were spent.
Included in the overview are estimates of
total aggregate health spending, health
expenditures as a share of GDP, the distri-
bution of health spending by primary fund-
ing sources and services, and the basic
economic factors accounting for the
growth in health spending. The overview
is followed by more detailed statistics on
each of the primary funding sources
including PHI, Medicare, Medicaid, and
individual consumer health spending, as
well as each of the primary service areas,
including hospitals, physicians, prescrip-
tion drugs, nursing homes, and home
health services.

Tables 4-13 following the charts provide
detailed NHE information for selected CYs
by type of service and funding source.
More complete time series estimates can
be found online at http://www.hcfa.gov.
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Figure 1

Growth in National Health Expenditures (NHE) and Gross Domestic Product (GDP):

Calendar Years 1961-97

16

12

Percent
[e0)

1961

I I I I I I
1971 1976 1981 1986 1991 1996

Calendar Years

SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

1997 NHE show slowest growth ever recorded in the series.

< NHE reached $1.1 trillion in 1997. The 4.8-percent increase in 1997 marks the slowest
growth in NHE history and continues a trend of deceleration that began in 1991. Over
the past 3 years, growth has remained below 5 percent, in sharp contrast to the double-
digit growth last seen in 1990. This decelerating growth trend has been fueled by
changes in the health care industry, including the shift of employees in employer-spon-
sored health plans from indemnity plans to lower-average-cost managed care plans, price
competition among health plans, and low general and medical inflation.

< On a per person basis, health spending rose $144, from $3,781 per person in 1996 to
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$3,925 in 1997.
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Figure 2
National Health Expenditures as a Share of GDP: Calendar Years 1960-97
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NOTE: GDP is gross domestic product.
SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

NHE as a share of GDP stabilized in the 1993-97 period.

< From 1993 to 1997, health spending and GDP grew at similar rates, leading to a trend of
relative stability in the NHE share of GDP. Since 1993 NHE as a share of GDP has fluc-
tuated between 13.6 and 13.7 percent, with 1997 showing a slight decrease in share at
13.5 percent. The slowdown in health spending coupled with a strong economy has led
to this period of stability, marking a trend much different from the one seen between the
1960s and early 1990s, when NHE as a share of GDP increased almost every year.
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Figure 3
The Nation’s Health Dollar, Calendar Year 1997: Where It Came From
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1“Other Private” includes industrial inplant, privately funded construction, and non-patient revenues including philanthropy.

2“Other Public” includes programs such as workers’ compensation, public health activity, Department of Defense, Department of
Veterans Affairs, Indian health services, and State and local hospital and school health.

NOTE: Numbers shown do not add to 100.0 because of rounding.
SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Private and public sources each funded about one-half of the health care bill in

1997.

= Private funding represented 53.6 percent of health care ($585.3 billion) in 1997, down

from 59.5 percent in 1990, while public funding represented 46.4 percent ($507.1 billion),
up from 40.5 percent in 1990.

= Although growth in spending by public sources of funds exceeded growth in private

86

sources of funds in 1997 (5.3 versus 4.3 percent, respectively), the differential is less pro-
nounced than in recent years. The slowdown in public spending growth may indicate
that policy and administrative changes affecting Medicare and Medicaid have been suc-
cessful in helping to control public spending. Private spending continued to show slow
growth, partly as a result of price competition among health care plans trying to main-
tain or increase market share.
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Figure 4
The Nation’s Health Dollar, Calendar Year 1997: Where It Went
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over-the-counter medicines and sundries, public health, and research and construction.

2 For private health insurance.
SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Hospital and physician expenditures represented just over one-half of all
health spending.

= Hospital and physician spending accounted for 54 percent of total U.S. health expenditures
in 1997. Since 1991 the shares of spending for hospitals and physicians have slowly
declined. Efforts by the public sector to reduce payments to providers, coupled with the
PHI focus on cost control, helped to slow the growth of these two services. Shares for
other professionals, home health, and non-durable medical products have increased.
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Figure 5

Factors Accounting for Growth in Per Capita Personal Health Care Expenditures:
Selected Periods 1960-97
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Since 1990 medical-specific inflation has decreased dramatically.
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On a per capita basis, nominal spending for personal health care grew at a 3.9-percent
average annual rate between 1995 and 1997. Of the 3.9 percent, economywide inflation
accounted for 2.2 percent; net medical-specific price inflation (in excess of general price
inflation) accounted for just 0.4 percent; and the quantity and intensity of personal health
care per person represented 1.4 percent. Quantity and intensity of services is a residual
amount reflecting changes in quantities of services delivered, age/sex composition of
the population, technological improvements, and any measurement errors in expendi-
tures, inflation, or population.

Between 1970 and 1980, economywide inflation was the driving force behind high per
capita health spending increases, which grew 11.3 percent on an average annual basis
during the period. Between 1980 and 1990, per capita health spending grew at a
9.4-percent average annual rate. During this period, price inflation was again the major
force, but net medical-specific inflation played a much larger role. However, since 1990
net medical-specific inflation has decreased significantly, partly as a result of successful
efforts by many insurers to negotiate discounts with providers.
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Figure 6
Annual Percent Change in Medicaid Total Spending: Calendar Years 1968-97

30 —

25 —

20 —

Percent Change
[
(¢)]
I

10 —

0 T T T T T T T
1968 1972 1976 1980 1984 1988 1992 1996

Calendar Years

SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

SOURCES OF FUNDING
Medicaid registered record low spending growth in 1997.

= Total Medicaid spending was $159.9 billion in 1997, an increase of just 3.8 percent over
the 1996 level. This rate of increase represented the slowest growth in Medicaid spend-
ing since the inception of the program. Medicaid average annual spending growth decel-
erated from the late 1980s to the current period: from 19.5 percent for 1988-91 and 12.7
percent for 1991-94 to 5.9 percent in 1994-97.
= The rapid growth from 1988 to 1994 was attributable to three basic factors (U.S. General
Accounting Office, 1997):
(1) An increase in the number of Medicaid enrollees.
(2) An increase in nominal spending per recipient.
(3) Explosive growth in the disproportionate-share hospital (DSH) payments.
= The slowdown in total Medicaid spending from 1994 to 1997 is attributable to:
(1) Downward pressure on each of the factors previously mentioned (Holahan and Liska,
1997).
(2) The effects of the 1996 Welfare Reform legislation.
(3) Favorable general economic conditions, including both income growth (which
reduces the number of low-income individuals and families) and low health cost infla-
tion generally.
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Figure 7
Distribution of Medicaid Enrollment: 1991-97
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SOURCE: Health Care Financing Administration, Center for Medicaid and State Operations, Internet address:
http://www.hcfa.gov/medicaid/trends97.htm.

Medicaid managed care enrollment has increased substantially since 1991.
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After experiencing large spikes in Medicaid spending in the 1988-91 period, States
sought relief (as did employers) from skyrocketing costs by increasing enroliment in
managed care. In Federal fiscal year (FY) 1991, managed care accounted for 9.5 percent
of total Medicaid enrollment. By Federal FY 1997, nearly one-half (47.8 percent) of the
Medicaid population was covered by some form of managed care.

The Balanced Budget Act (BBA) of 1997 (Public Law 105-33) contained a number of pro-
visions affecting Medicaid managed care plans. Under the BBA, States will be able to
implement mandatory managed care programs without obtaining section 1915(b) or sec-
tion 1115 waivers. States may also require most Medicaid recipients to enroll in man-
aged care organizations (MCOs). Additionally, the MCOs are no longer required to
enroll non-Medicaid members for 25 percent of total enroliment (Schneider, 1998). Most
provisions of the BBA became effective in Federal FY 1998 and as such have had little
effect on the 1997 figures.

To date, however, most of the enroliment in Medicaid MCOs has been from compara-
tively low-cost groups (e.g., mothers and children) and relatively little from higher cost
categories (the aged and disabled). Thus, the impact of increased MCO enrollment on
Medicaid cost growth has been more modest than the nearly 50-50 enrollment distribu-
tion might suggest.
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Table 1
Distribution of Total Medicaid Payments, by Service: Selected Calendar Years 1967-97

Service Category 1967 1977 1987 1997
Percent
Personal Health Care 100.0 100.0 100.0 100.0
Hospital Care 54.0 43.3 39.5 37.8
Physician Services 115 11.4 9.4 10.3
Dental Services 4.5 2.6 1.2 1.3
Other Professional Services 0.9 1.0 0.7 1.1
Home Health Care 0.1 1.0 25 3.1
Non-Durables 6.7 6.2 7.1 8.7
Nursing Home Care 20.7 32.6 36.1 25.9
Other Personal Health Care 1.4 2.0 3.5 11.8

SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Home and community-based waivers have had an impact on the distribution of
Medicaid payments.

= The use of home and community-based waivers by States has been growing. For
Medicaid recipients at risk of needing long-term institutional care, States use these
waivers in an attempt to treat this group in less expensive community-based settings.
Medicaid spending under home and community-based waivers is included with other
personal health care (OPHC) in the NHE. The growth in waivers may explain some of
the shift in the distribution of Medicaid program payments from the nursing home cate-
gory in the NHE to OPHC. OPHC increased from 3.5 percent of Medicaid payments for
personal health care in 1987 to 11.8 percent in 1997, offsetting much of the decline in the
nursing home share.
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Table 2

Medicare Population, Expenditures by Type of Coverage, and Service Distribution and
Growth of Total Expenditures: Calendar Years 1990-97

Type of Expenditure 1990 1991 1992 1993 1994 1995 1996 1997
Number in Millions
Enrollees? 34.2 34.9 35.6 36.3 36.9 375 38.1 384
Percent
Annual Percent Growth 1.9 1.9 2.0 2.0 1.7 1.6 1.4 1.0
Amount in Billions
Health Services and Supplies $111.5 $121.1 $136.2 $148.7 $166.9 $185.2 $200.1 $214.6
Fee-for-Service 106.1 1149 128.8 139.6 155.4 170.2 1795 186.8
Capitated Payments 5.3 6.2 7.4 9.1 11.5 15.0 20.5 27.8
Percent Distribution of Total
Health Services and Supplies 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Personal Health Care 97.4 97.3 97.4 97.3 97.4 97.6 97.4 97.3
Hospital Care 61.6 61.0 61.7 60.6 59.8 58.8 58.1 57.7
Physician Services 26.2 25.1 23.0 22.3 21.7 215 21.4 21.6
Dental Services @ @ @ @ @ @ @ (@]
Other Professional Services 2.9 3.4 3.7 3.8 4.0 4.2 4.2 4.1
Home Health Care 2.7 35 4.3 5.2 6.0 6.4 6.6 5.9
Drugs and Other Medical Non-Durables 0.1 0.1 0.1 0.1 0.2 0.2 0.4 0.4
Vision Products and Other Medical Durables 2.3 2.6 2.6 2.6 25 2.7 2.7 2.8
Nursing Home Care 1.6 1.6 2.1 2.7 3.3 3.6 4.0 4.7
Program Administration and Net Cost of Insurance3 2.6 2.7 2.6 2.7 2.6 2.4 2.6 2.7
Annual Percent Change

Health Services and Supplies 8.9 8.6 12.4 9.2 12.2 11.0 8.0 7.2
Personal Health Care 9.1 8.5 12.6 9.1 12.4 11.1 7.8 7.2
Hospital Care 8.2 7.5 13.7 7.2 10.7 9.3 6.7 6.4
Physician Services 9.2 4.2 2.7 6.2 9.0 10.2 7.3 8.5
Dental Services — — — — — — — —
Other Professional Services 28.0 26.3 21.5 12.9 18.6 15.7 8.0 4.2
Home Health Care 50.1 39.9 39.0 31.8 28.9 19.5 10.3 -3.0
Drugs and Other Medical Non-Durables 18.1 16.6 18.9 38.8 69.3 76.4 60.4 33.2
Vision Products and Other Medical Durables 175 22.3 13.0 10.8 7.2 18.7 9.4 114
Nursing Home Care -30.5 11.7 48.5 374 39.7 22.2 19.3 26.3

Program Administration and Net Cost of Insurance3 1.7 13.6 5.6 15.0 7.4 5.0 16.0 9.4

1 Hospital Insurance and /or Supplementary Medical Insurance enrollees as of July 1.

2 Less than 0.05 percent.

3Includes administrative costs for the fee-for-service programs and administrative and net cost of insurance for Medicare managed care plans.
SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

1997 growth in Medicare spending was the slowest in a decade.
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In 1997 Medicare spent $214.6 billion for health care, accounting for 19.6 percent of
NHE. Annual growth in aggregate Medicare spending slowed from 12.2 percent in 1994
to 7.2 percent in 1997. This recent deceleration reflects, in part, slowing medical price
increases, legislated limits that restrain growth in Medicare payments to providers,
penalties in 1996 and 1997 in the form of stricter limits on the growth in physician fees
imposed on physicians for exceeding the Medicare volume performance standards in
1994 and 1995, provider reaction to fraud and abuse activities, and decelerating growth
in the Medicare population.

Growth in Medicare spending decelerated in 1997 for most types of benefits. The most
notable exception is spending for physician services, which accelerated from 7.3 percent
in 1996 to 8.5 percent in 1997. This acceleration is primarily attributable to the growth
in enrollment in Medicare managed care plans. Medicare managed care plans tend to
spend a larger percent of capitated payments on physician services than are purchased
under Medicare fee-for-service (FFS)arrangements.
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Figure 8

Capitated Payment Share of Total Medicare Expenditures and Service Distribution of
Capitated Payments: Calendar Years 1990-97
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Managed care payments represented an ever-larger share of Medicare spending.

= In 1997 capitation payments continued to increase as a share of total Medicare payments,
rising from 10.3 percent in 1996 to 13.0 percent in 1997. The shift from FFS to capitated
payments has altered the service distribution of total Medicare spending. Under FFS
payments, hospital care (combined inpatient and outpatient) and physician services
account for 60- and 20-percent shares, respectively. Under capitated payments, hospital
care and physician services each account for approximately 40-percent shares.
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Figure 9
Private Health Insurance Premium and Benefit Growth: Calendar Years 1993-97
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PHI benefit payouts grew faster than premiums from 1994-97, a likely
precursor of future increases in premium growth.

< In 1997 PHI expenditures ($348.0 billion) accounted for just under one-third of total
health care spending ($1,092 billion). In 1997 PHI premiums grew just 3.2 percent, con-
tinuing a trend of extremely low growth that began in 1994.

= Although premium growth remains very low, the proportion of PHI premiums paid out
for benefit claims has been rising since 1994, squeezing the operating margins of many
insurance companies. Tough bargaining by employers and the desire by insurance com-
panies to protect or gain market share have forced insurers to keep premium price
increases down for the last 4 years. However, many analysts expect that managed care
enrollment saturation, the introduction of costly new drugs and technologies, and the ris-
ing demand for health care services will drive a re-acceleration of health insurance pre-
mium growth over the coming decade (Smith et al., 1998).
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Figure 10

Comparison of Average Growth in Per Enrollee Medicare and Private Health Insurance Benefits:
Selected Periods, 1969-97
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

The gap between Medicare and PHI per enrollee growth rates narrowed in 1997.

= \When compared over the entire 1969-97 period, Medicare and PHI per enrollee benefits
grew at comparable average annual rates (10.4 and 11.4 percent, respectively).

= Two recent periods, 1985-91 and 1993-96, marked significant growth differences in expen-
ditures funded by these two sources. Between 1985 and 1991, average annual PHI per
enrollee growth exceeded Medicare growth by 4.5 percentage points. However, the rela-
tionship between Medicare and PHI per enrollee growth rates reversed over the 1993-96
period, as PHI growth slowed dramatically and Medicare growth maintained historical
trend rates. The marked deceleration in PHI growth stemmed, in part, from the migra-
tion of enrollees with employer-sponsored health coverage into lower-average-cost man-
aged care plans and the intense competition among all types of plans for market share.

< In the last 2 years, Medicare per enrollee growth has been decelerating, while PHI per
enrollee growth has slightly accelerated, narrowing the growth gap between the two
major payers. In 1997 Medicare and PHI benefits per enrollee grew 5.8 percent and 3.8
percent, respectively.
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Figure 11
Annual Growth in Out-of-Pocket Payments: Calendar Years 1990-97
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Since 1994 the growth in out-of-pocket spending has accelerated.

= Qut-of-pocket payments, which account for almost one-fifth of personal health care
expenditures (19.4 percent), consist of direct spending by individuals for health care
goods and services. This spending includes payments by insured individuals for ser-
vices not covered by insurance, as well as required co-payments and deductibles.l Out-
of-pocket payments also include any payments for health services by uninsured individ-
uals. From 1990 to 1994, growth in out-of-pocket spending fell substantially, reaching a
low of only 0.9 percent. The low growth was driven, in part, by the continuous migration
during this period of PHI enrollees out of traditional indemnity insurance into managed
care plans, which usually require lower out-of-pocket payments (KPMG Peat Marwick,
1997).

= However, since 1994 out-of-pocket spending has begun to re-accelerate. Private survey
data suggest that some of the accelerated growth during the last several years may be
coming from these same managed care plans, which are now requiring enrollees to pay
more, in the form of increased co-payments, to use plan benefits.

= Although deductibles and coinsurance rates have declined slightly since 1993, co-payments,
particularly for health maintenance organization (HMO) and point of service (POS)
plans, have been rising for many enrollees (KPMG Peat Marwick, 1997). For example,
in 1993 only 34 percent of HMO enrollees had co-payments of $10 or more for a physi-
cian visit. In 1997, 70 percent of enrollees were required to pay at least $10. Similar
trends are occurring in POS plans. In 1997 these two plan types covered about 50 per-
cent of the enrolled workforce.

LInsurance premiums paid by consumers are not included as out-of-pocket expenditures but rather as PHI expenditures.
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Figure 12
Growth in Community Hospital Inpatient Expenditures: Calendar Years 1990-97
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

SPENDING BY SERVICE

The rapid deceleration of inpatient spending was key to slow hospital growth.

= Expenditures for hospital care totaled $371 billion in 1997. Hospital care expenditures
have been growing at less than 4 percent each year for the past 4 years and reached an
all-time low of just 2.9 percent in 1997.

= This low growth has been driven by a marked deceleration of spending for inpatient ser-
vices in community hospitals, which actually fell 0.3 percent in 1997. The continued migra-
tion of persons insured under employer-sponsored insurance, Medicare, and Medicaid into
managed care plans, along with rapid development of treatments deliverable in ambulato-
ry settings, have caused slow spending growth in the inpatient hospital setting. Managed
care has offered providers incentives to treat patients in less expensive ambulatory settings
and, for patients who are admitted, to reduce lengths of inpatient stays.
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Figure 13
Annual Percent Change in Number of Hospital Beds: Calendar Years 1984-97
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Although hospitals closed thousands of beds, occupancy rates still fell from
1990 to 1997.

= As the demand for inpatient services has fallen, hospitals have closed staffed beds at a
steady rate in an attempt to curtail overhead costs. Since 1990, 88,000 staffed communi-
ty hospital beds have closed, a 10-percent reduction in inpatient capacity. Despite these
closures and because of an even faster drop in inpatient days (down 16 percent), occu-
pancy rates have fallen from 64.5 percent in 1990 to 59.6 percent in 1997.
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Table 3
Hospital Revenues, Percent Distribution, and Annual Percent Growth: Calendar Years 1991-97

Type of Hospital 1991 1992 1993 1994 1995 1996 1997
Revenues in Millions
Total $282,272 $305,313 $322,995 $335,717 $347,227  $360,777 $371,061
Non-Federal 262,532 284,619 300,979 313,039 323,973 336,912 347,404
Community 245,463 267,841 284,702 297,247 308,490 321,242 331,251
Inpatient 183,506 196,422 206,273 211,075 214,649 218,321 217,736
Outpatient 61,957 71,419 78,429 86,172 93,841 102,921 113,515
Non-Community 17,069 16,778 16,277 15,792 15,483 15,670 16,153
Federal 19,740 20,694 22,016 22,678 23,254 23,865 23,658
Percent Distribution
Total 100 100 100 100 100 100 100
Non-Federal 93 93 93 93 93 93 94
Community 87 88 88 89 89 89 89
Inpatient 65 64 64 63 62 61 59
Outpatient 22 23 24 26 27 29 31
Non-Community 6 5 5 5 4 4 4
Federal 7 7 7 7 7 7 6
Annual Percent Growth
Total 10.1 8.2 5.8 3.9 3.4 3.9 2.9
Non-Federal 10.0 8.4 5.7 4.0 3.5 4.0 3.1
Community 10.8 9.1 6.3 4.4 3.8 4.1 3.1
Inpatient 8.4 7.0 5.0 2.3 1.7 1.7 -0.3
Outpatient 18.3 15.3 9.8 9.9 8.9 9.7 10.3
Non-Community 0.6 -1.7 -3.0 -3.0 -2.0 1.2 3.1
Federal 104 4.8 6.4 3.0 2.5 2.6 -0.9

NOTE: Non-community non-Federal hospitals include long-term care hospitals (where the average length of stay is 30 days or longer), psychiatric
hospitals, alcohol and chemical dependency hospitals, units of institutions such as prison hospitals or college infirmaries, chronic disease hospitals,
and some institutions for the mentally retarded.

SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Hospital revenue growth was focused on outpatient services.

= One area of robust growth was outpatient revenues, which grew 10.3 percent in 1997,
compared with a decline of 0.3 percent for inpatient revenues.
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Figure 14
Expenditures for Physician Services, by Source of Funds: Calendar Year 1997
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PHI paid for one-half of physician services in 1997.

= Expenditures for services provided in offices and clinics of physicians amounted to $218
billion in 1997, an increase of 4.4 percent from the previous year. This continues the
trend of single-digit growth that started in 1992. Physician services are primarily fund-
ed by third-party payers: PHI accounts for 50 percent and public funds account for 32 per-
cent, with the remaining 18 percent paid by individuals and other private funds (such as

non-patient revenues and philanthropy).
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Figure 15
Physicians’ Involvement With Managed Care: Calendar Years 1994-97
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SOURCE: (Kane, Emmons, and Wozniak, 1998).

The impact of managed care on physicians continued to grow.

= The shift from a traditional FFS payment system to a managed care environment is
directly reflected in the source of physician revenues. In 1997 more than 90 percent of
all physicians had at least one managed care contract, while revenues generated from
these contracts had risen to almost one-half of these physicians’ revenues. As managed
care penetration has increased, there has been a deceleration in the growth of physician
net income, an increase in the number of employed physicians, and increases in physi-
cian practice sizes (Kane, Emmons, and Wozniak, 1998).
= Because managed care plans rely more heavily on gatekeepers and preventive care, the
number of primary care physicians was expected to increase as enrollment in these plans
expanded. However, the recruitment for primary care physicians has actually decreased
(Tanner, 1998), and some residents finishing primary care training have had difficulty
obtaining employment or found only part-time work (Miller et al., 1998).
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Figure 16

Growth in Nominal Expenditures and Use/Intensity for Prescription Drugs:
Calendar Years 1991-97
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group and
IMS America (1998).

Despite slow spending growth for other services, spending for prescription
drugs has been growing at double-digit rates.

= Retail spending for prescription drugs amounted to $78.9 billion in 1997. Over the past
several years, spending for prescription drugs has grown at double-digit rates: 10.6 per-
cent for 1995, 13.2 percent for 1996, and 14.1 percent for 1997.

= Growth in the number of prescriptions dispensed, up 6.0 percent in 1995 and 4.2 percent
in both 1996 and 1997, are well above historical rates of 2.0 percent (IMS America, 1998).
This suggests that part of the recent rapid increase in pharmacy expenditures was attrib-
utable to growth in utilization.
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Figure 17
Expenditures for Prescription Drugs, by Source of Funds: Calendar Years 1990 and 1997
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Expanded third-party prescription drug coverage contributed to historically high
utilization rates.

= One factor contributing to fast prescription drug growth was the increase in coverage by
third-party payers. In 1990 out-of-pocket payments accounted for 48 percent of total pre-
scription drug expenditures. By 1997 out-of-pocket payments had declined to 29 percent,
while payments by third parties, primarily PHI and Medicaid, soared to 71 percent.
Drug benefits among private insurers grew from 5.4 percent of premiums in 1990 to 11.4
percent in 1997; for Medicaid, spending grew from 6.7 percent to 8.3 percent of all pay-
ments.

= The existence of third-party coverage increases the likelihood that individuals will fill
prescriptions, and the switch to managed care further compounds this trend. Although
most medical plans have covered outpatient drugs for many years, the shift of plan sub-
scribers from traditional FFS plans to managed care plans lowers out-of-pocket require-
ments (Baker and Kramer, 1995). In traditional FFS plans, outpatient prescription drugs
are typically part of general plan coverages that require a yearly deductible. By contrast,
HMOs require only a nominal dollar copayment per prescription, typically $5 to $10
(Novartis, 1997). The relatively low out-of-pocket costs of first-dollar coverage of pre-
scription drugs in HMOs and other managed care plans may help to explain the recent
growth in the utilization of prescription drug benefits.
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Figure 18
New Drugs Brought to Market: Calendar Years 1990-97
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SOURCE: Holmer, A.F.: New Drug Approvals in 1997, 49 New Treatments Added to Nation’s Medicine Chest;
Companies to Invest $20.6 Billion in Research. Internet address: http://www.Phrma.org/pdf/charts/nda97.pdf.
January 1998.

Costly new drugs continue to flood the market.

= The Food and Drug Administration (FDA) is speeding new drugs into the marketplace
at a record pace. The FDA approved 39 new drugs in 1997, second only to the 53 new
drugs introduced in 1996. FDA approval times were also down, falling from 20.5 months
in 1996 to 17 months in 1997 (Gebhart, 1998).

= New drugs are typically introduced at higher prices than existing drugs. Although uti-
lization of new drugs released after 1992 represented only 16.8 percent of total 1997 uti-
lization, they accounted for 30.6 percent of total 1997 costs (Express Scripts Online,
1998), reflecting the higher prices that tend to be charged for new drug products.
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Figure 19

Spending for Direct-to-Consumer Prescription Drug Advertisements: Calendar Years 1992-97
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SOURCE: Conlan,M.: In-Your-Face Pharmacy: Will the Boom in Rx Ads Aimed at Consumers Continue? Drug Topics
140(13):92-98, July 8, 1996; IMS Health: IMS Health Forecasts Direct-to-Consumer Advertising of Pharmaceuticals to
Rise 50 Percent. Internet address: http://www.imshealth.com/html/news_arc/07_09_1998_30.htm. July 1998.

Spending for direct-to-consumer ads has risen 400 percent since 1994.

=Manufacturers induce utilization of new, higher priced prescription drugs through direct-
to-consumer advertisements, thereby contributing to the accelerating spending growth
trend. Estimates of spending for direct-to-consumer advertisements are projected to

exceed $1.3 billion in 1998, a 400-percent increase over 1994 spending of $0.3 billion.

=Physicians report large increases in the number of patients requesting specific brand
name drugs, one indication of the success of advertisements (Tanouye, 1996).

HEALTH CARE FINANCING REVIEW/Fall 1998/Volume 20, Number 1

105




Figure 20
Expenditures for Freestanding Nursing Homes, by Source of Funds: Calendar Year 1997
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

Public sources financed three-fifths of nursing home care.

= Expenditures for nursing home care provided by freestanding nursing facilities reached
$82.8 billion in 1997, an increase of 4.3 percent over the previous year. Growth in nurs-
ing home spending slowed from 13.3 percent in 1990 to 4.3 percent in 1997. Contributing
to this deceleration is slowing growth in nursing home personnel work-hours and in
nursing home input prices.

= Public programs, primarily Medicaid, funded more than 60 percent of annual expendi-
tures for nursing home care. Medicare’s share of spending increased from 3.4 percent
in 1990 and 1991 to 12.3 percent in 1997. Offsetting the increase in Medicare’s share, the
private share has declined from 49.0 percent in 1990 to 37.8 percent in 1997. Private
funding is predominately direct out-of-pocket payments by patients or their families.

= Because Medicaid is the major payer for nursing home care, covering nearly one-half of
such costs, changes in State Medicaid payment and coverage policies affect spending for
all nursing home care. Part of the reason for the deceleration in total spending for nurs-
ing home care may be efforts by the States to use lower cost home and community-based
care instead of more costly institutional care. The share of total Medicaid spending allo-
cated to nursing home care declined from 30.7 percent in 1990 to 24.7 percent in 1997.
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Figure 21
Expenditure Growth for Total and Medicare Home Health: Calendar Years 1990-97
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

The 1997 record slow growth in spending for home health care was heavily

influenced by Medicare spending.

= Expenditures for home health care delivered by freestanding facilities reached $32.3 bil-
lion in 1997. This was one of the smallest, and until recently, one of the fastest growing
components of NHE. Since 1990 growth in spending for home health care has deceler-

ated from 28.2 percent to 3.7 percent.

= Because Medicare finances 40 percent of home health care, steps to control Medicare
spending contributed heavily to the overall spending slowdown for home health care.
The 1993 Omnibus Budget Reconciliation Act placed a temporary moratorium on
updates to the home health per visit cost limits. More recently Medicare instituted pay-
ment policy changes. Effective October 1997, the BBA changed Medicare payment rates
for home health care by reducing Medicare per visit cost limits and by mandating pay-
ment of the lowest of three possible payment amounts: actual cost, per visit limit, or an
aggregate agency-specific per beneficiary annual limit. Also, as part of Medicare’s fraud
and abuse detection activities, a moratorium was placed on the entry of all new home

health agencies, which was in effect from September 1997 to January 1998.
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Figure 22

Growth in Number of Persons Served and Visits Per 1,000 Fee-For-Service Enrollees for
Medicare Home Health Services: Calendar Years 1990-97
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SOURCE: Health Care Financing Administration, Office of Information Services: Data from the Medicare
Decision Support System; data development by the Office of Strategic Planning and the Office of the Actuary.

Medicare home health utilization rates have dropped substantially since 1990.

= Growth in Medicare home health utilization peaked in 1990 after changes in Medicare
regulations relaxed coverage and payment criteria. By 1990 the annual growth in all
home health visits per 1,000 FFS enrollees reached 46.3 percent. Accelerated growth in
the visit and persons-served rates, as well as changes in the mix of visits by type and the
ensuing effect on expenditure growth, brought increased scrutiny by HCFA of the home
health industry and prompted changes in Medicare home health regulations as well as
reforms to the Medicare home health benefit under the BBA.

< HCFA's fraud and abuse detection activities resulted in a number of criminal proceedings
and civil actions against certain home health agencies (HHASs). Intensified medical
review efforts to curb fraud, waste, and abuse of Medicare home health claims led to
increased claims denials and subsequent appeals by providers that were either upheld or,
at the least, may have resulted in payment delays.
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Figure 23

Growth in Medicare Expenditures for Freestanding and Hospital-Based Home Health Care:
Calendar Years 1991-97
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SOURCE: Health Care Financing Administration, Office of the Actuary, National Health Statistics Group.

In 1997 Medicare spending for freestanding home health care declined.

= The most dramatic deceleration in Medicare spending growth was for home health
care furnished by freestanding HHAs, which fell 3.0 percent in 1997, continuing the
decelerating trend that began in 1991. The 1997 decline compares with a 10.3-percent
growth in 1996.

= Medicare spending for hospital-based home health care ($6.2 billion in 1997) is includ-
ed with hospital care in the NHE. Growth in spending for home health care furnished
by hospital-based HHAs followed the same general trend as freestanding HHAs
through 1996. In 1997 these growth rates diverged and growth in hospital-based home
health spending accelerated from 14.9 percent in 1996 to 20.0 percent in 1997.
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CONCLUSION

Over the past several years, health care
expenditures have shown remarkable
moderation in growth. Continued excess
capacity in hospitals, efforts by employers
to hold down cost increases, and the down-
ward impact of BBA on Medicare costs
over the next 5 years should moderate
future health care expenditure growth.

However, beneath the recent calm
waters are potential pressures for
increased spending. Private insurers are
seeing growth in benefit payments that
exceed premiums earned and increasing
demands by stockholders to improve erod-
ing operating margins. Calls for increased
quality and choice continue to be debated
in State legislatures and in Congress, with
the potential for accelerating the growth in
benefit costs if enacted. At the same time,
consolidation in the insurer and provider
marketplaces could dampen the intense
competitive pressures that have helped to
keep the lid on premium price increases in
recent years.

Additional pressures will likely come in
the form of increased consumer demand
(Smith et al., 1998). Recent strong eco-
nomic growth has boosted employment
and wages while prompting employers to
offer health insurance to attract a qualified
workforce. With rising incomes, the
demand for new technologies and treat-
ments will likely increase, including a con-
tinued upward trend in the fastest growing
NHE category, prescription drugs.
Although few expect a return to the dou-
ble-digit growth of the past, significant
forces for accelerated growth in future
aggregate health spending are emerging.
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